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Since early October, inflation has edged upward in Brazil due to a combination of factors that
include a huge jump in consumer demand, a shortage of some basic grains on the domestic market,
and a steady flow of dollars into the country that is forcing the central bank to compromise its
money- supply targets by printing more local currency to buy dollars. In response, in mid-October
President Itamar Franco's administration announced new, stop-gap monetary policies that, among
other things, should reduce consumer demand and slow the flow of dollars to the country. Such
measures are expected to temporarily keep the government's anti-inflation plan on track, at least
until the end of the year.
However, the long-term success of the economic stabilization program will depend on structural
reforms to the economy after the country's new president, Fernando Henrique Cardoso, takes
office on Jan. 1. In September, Brazil's official statistics agency (Instituto Brasileno de Geografia y
Estadisticas, IBGE) reported that monthly inflation had slowed to just 1.51%, marking the country's
lowest inflation rate since the 1970s (see Chronicle, 10/06/94). The plunge in the consumer price
index (CPI) first began in July, when the Franco administration launched a new currency pegged to
the US dollar as part of a broad economic stabilization program that the government drew up early
this year.
In June, when the old monetary unit, the "cruzeiro real," was still being used, monthly inflation had
climbed to nearly 50%, and accumulated inflation for the first six months of the year had reached
732%. But in July, after the new "real" bills were introduced, the CPI plummeted to just 6.08%. In
August, inflation fell another half a%age point to 5.46%, and then in September it dropped again
to the record rate of 1.51%. Nevertheless, in early October the CPI began to edge upward again for
the first time since the new currency started circulating in July. Government officials estimate that
during the first half of October, inflation was running above 2%. And, by the end of the month, some
economists predict that the CPI for October will have increased by as much as 3% or 4%.
The rise in prices is in part a direct result of the anti-inflation plan. The country's newfound price
stability has increased the real purchasing power of most households for the first time in years. That
in turn has fortified consumer confidence and spurred an unprecedented jump in demand for goods
on the domestic market. Between mid-July and mid-October, total domestic consumption grew
by between 15% and 20%, compared with the same time period in 1993, according to preliminary
estimates by the Finance Ministry. Demand is up for basic goods and luxury items. Television sales
in August, for example, were 85% higher than the same month in 1993, and factories in the industrial
state of Sao Paulo report that July-October has been their busiest period since 1989.
According to the Sao Paulo Retailers' Federation (Federacion del Comercio Minorista de Sao
Paulo), in September consumption of food goods and cleaning products in that state grew by 13%,
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reflecting a general increase in demand for those goods throughout the country during September.
In fact, most private sector organizations say the growth in consumer demand is greatly outpacing
production, which in turn is creating a shortage of many goods that is aggravating inflation. "The
demand for chicken was never as high as it is now," said Marcelo Sandoli, executive director of
the National Chicken Producers Association (Asociacion Nacional de Productores de Pollo). "The
supply of poultry grew by 3.4% during October, but even that was not enough since consumer
demand for the product grew by 5% in the same period." Moreover, the shortage of goods is
exacerbated by an extremely poor basic grain harvest this year caused by near- drought conditions
since June in the agricultural zones of central and southern Brazil, which pushed food prices up
even more since late September.
The drought, combined with cold snaps in June and July, led to a marked drop in output for beans,
wheat, and potatoes, as well as a decline in beef production. The shortage is particularly severe
for beans, which are a staple in Brazil. Prices for beans increased by at least 50% in the first half
of October, according to Finance Minister Ciro Gomes, who says the shortage is aggravated by
unscrupulous retailers who are exploiting the situation by hoarding beans to drive up prices even
more. As a result, in early October the government eliminated all import taxes on beans to increase
supplies on the domestic market, but since the drought has affected crops in neighboring countries
as well, the measure is unlikely to have a significant impact on prices.
Meanwhile, apart from the jump in consumer demand and the shortage of food goods, a steady
flow of dollars into the country is aggravating inflation as well, since the government is forced to
print more local currency than it anticipated when it launched the new real in July. According to
the government's original plan, the executive hoped to maintain total liquidity at a maximum of
9 billion reales until March 1995. But by early September just two months after the new currency
was launched the government had already printed about 7.7 billion real bills, largely because of the
steady influx of dollars (see Chronicle, 09/08/94). Brazil's high interest rates are the central magnet
attracting dollars, since foreign investors are making substantial profits from short-term, speculative
investments on Brazil's booming financial markets.
Moreover, the Oct. 3 presidential elections sharply increased the capital inflow since Fernando
Cardoso's victory at the polls generated unprecedented optimism within the international financial
community over Brazil's long-term economic prospects. Thus, to keep the anti-inflation plan on
track, in mid- October the Franco administration was forced to enact a series of new, restrictive
monetary policies to ease some of the pressure on prices, at least temporarily. The measures,
announced on Oct. 20 by the National Monetary Control Board (Consejo Monetario Nacional), are
aimed at stemming the flow of dollars to the country, while at the same time reducing domestic
consumer demand. On the one hand, the government has imposed a new 1% tax on all investments
by foreigners on domestic stock exchanges, to discourage speculative transactions. In addition,
the government increased from 3% to 7% the tax charged on foreign loans contracted by domestic
investors to restrict access to such credit. On the other hand, to hold down consumer spending,
the government says it will raise interest rates for consumer credit. It will also impose greater
restrictions regarding repayment periods for consumer loans.
In addition, the government plans to ease import regulations and further reduce tariffs on goods in
short supply to increase the availability of products on the domestic market. Government officials
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say the new measures will immediately ease the inflationary spiral that began in October, although
the CPI is unlikely to drop back to the record rate registered in September. Rather, officials predict
that monthly inflation will increase by about 2% to 3% in November and December, in part because
even with the new restrictions on consumer credit, end-of-year holiday spending and renewed
public confidence in the economy will still fuel demand over the next two months. "This increase
in demand worries me, but it is not an explosion, and so far it's controllable," said Mailson da
Nobrega, a former finance minister and an important economic consultant in Brazil. "I expect that
the outgoing government's tight hold on credit and interest rates will stop any rapid rise in prices."
Nevertheless, while such stop-gap measures should keep the anti-inflation plan on track in the short
term, the long- term success of the stabilization program will depend on the policies adopted by
president-elect Cardoso next year. In general, the government's program has had major success
since July because the executive managed to balance the federal budget this year. That cut the
bottom out of inflation given that the government's chronic fiscal deficit is recognized as the
central factor that caused hyperinflation in Brazil. In 1995, however, the government estimates
a US$10 billion shortfall in the federal budget, since a number of emergency taxes approved by
the legislature in early 1994 will run out at the beginning of January. A contingency tax on bank
accounts, for example, raised about US$6 billion in extra revenue for the federal government
this year, but that tax will be eliminated at the end of December. Consequently, the incoming
administration will either have to negotiate an extension of those taxes, or submit a permanent tax
reform proposal to the legislature.
Without such radical measures to close the fiscal gap, independent economists predict that inflation
will immediately climb above 11% in January, and then tend upward throughout the year. It is
still unclear what new tax measures Cardoso will pursue in 1995. So far, however, the presidentelect has promised to attack the deficit by aggressively cutting government spending to eliminate
waste across the board. In fact, Cardoso began meeting with President Franco's economic cabinet in
October to prepare a transition program, beginning with an overhaul of the proposed 1995 budget
that the Franco administration had already submitted to Congress. Among other things, Cardoso
will request that two of the government's 27 ministries the Ministry for Regional Integration and the
Social Welfare Ministry be completely eliminated to cut costs. In addition, Cardoso is preparing a
broad proposal to amend the country's Constitution to pave the way for the partial privatization of
Brazil's huge state monopolies, which include the oil, telecommunications, and electric industries.
Under Cardoso, the government is unlikely to sell off those companies outright. Rather, the
president-elect hopes to open those firms to joint investments with the private sector to provide the
capital necessary to improve public services and make state industries more efficient. "The practice
of manipulating public policy simply to gain popularity must cease," said Cardoso. "The struggle
against inflation will require radical measures, which I will enforce regardless of whether they are
met with approval or disapproval. They will be imposed because they are necessary, and those who
don't like them will eventually understand the need for such actions."

-- End --
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